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EDITORIAL DEPARTMENT NOTE 


With the enactment of the Robinson-Patman Act, cost ac- 
countants were faced with the problem of analyzing distribution 
costs in order to assure management that the price differentials 
being granted did not make more than due allowance for differ- 
ences in cost of sale or delivery, and to provide a basis for 
modifying price schedules where more than a due allowance 
was being given. The decision of the Federal Trade Commis- 
sion in the year Case had indicated that it would be difficult 
to substantiate price differences on the basis of manufacturing 
cost differentials. — ly, attention was focussed on dis- 
tribution costs and much ds constructive nature has already 
been done in this field. A technique is gradually emerging, al- 
though as in all fields of costing, the methods must necessarily 
vary considerably from one company to another. As an impor- 
tant contribution to the field of distribution cost analysis we are 
presenting in this issue of the BULLETIN an article on “Distribu- 
tion Costs as Factors in Pricing Policy,” by Howard C. Greer. 

Mr. Greer, as Director of the Department of Accounting and 
Marketing of the Institute of American Meat Packers, has been 
interested for a number of years in the problems of distribution 
costing and has written extensively on this and other accounting 
subjects. Prior to joining the American Institute of Meat 
Packers, Mr. Greer spent several years in industrial and public 
accounting work and served as Chairman of the Department of 
Accounting and Director of the Bureau of Business Research at 
Ohio State University. He is a graduate of Northwestern Uni- 
versity, a C. P. A. of Illinois and Ohio, and at present, in 
addition to his duties with the Institute of American Meat 
Packers, is Professor of Accounting at the University of Chicago. 
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DISTRIBUTION COSTS AS FACTORS IN PRICING 
POLICY 


By Howard C. Greer, Director, Department of Accounting 
and Marketing, Institute of American Meat Packers, 
Chicago, 


i evan Robinson-Patman Act recently has put new emphasis on 

the importance of distribution costs in the making of sound 
prices and quantity differentials. This emphasis arises from the 
clause in the first section of the Act which says that the prohibi- 
tions against price discrimination shall not prevent “differentials 
which make only due allowance for differences in the cost of manu- 
facture, sale, or delivery resulting from the differing methods or 
quantities in which such commodities are to such purchasers sold 
and delivered.” 

How can such differences be determined, and what influence 
should they have on pricing policies, both as a matter of law and 
as a matter of good business? This paper presents a few of the 
techniques which may be employed and touches on some of the 
policy considerations involved. 


Discussion Related to an Assumed Company 


To make the discussion specific, it is related to the problem en- 
countered by a company engaged in the distribution of certain 
staple food products, manufactured in its own plants or purchased 
from others. The distribution methods employed typify those of 
distributors in a number of food lines. The figures quoted are 
illustrative rather than actual, but give a fair idea of the charac- 
teristics of the distribution cost problem met by many such com- 
panies. 

It is assumed that this hypothetical company sells its products 
to a variety of customers including individual retailers, both small 
and large, chain stores, jobbers and other large buyers. In the 
past the prices charged to all of these customers have not been 
identical. As is the case in many lines of business, the larger buy- 
ers commonly have obtained lower prices. How much lower has 
depended on the circumstances of each individual sale. If there has 
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been any general policy on price differentials it has been subject 
to frequent modification as circumstances seemed to require. 

This situation finds a counterpart in many lines of business. 
Manufacturers will usually accept a lower price for a large order 
than for a small one. The reason is twofold. First, the large order 
usually is sold at a lower distribution cost ; second, the large order 
increases total volume, results in a wider distribution of goods, en- 
ables the distributor to take a more important place in the market, 
etc. The first circumstance results in a measurable cost saving on 
large orders; the second involves so many imponderable elements 
as to defy precise accounting analysis. The Robinson-Patman Act, 
it may be noted, recognizes the first consideration, but ignores the 
second. 


Information Needed in Determining Pricing Policy 


The policy decision of any company ultimately must be made 
partly in the light of the cost facts and partly with regard to the 
sales program in general. It seems obvious that the informational 
background necessary to sound decisions includes at least the 
answers to the following questions : 

(1) What are the average price differentials currently granted 
to large buyers, and how consistent is the policy with re- 
gard to such differentials ? 

(2) What are the relative costs of serving large and small buy- 
ers, and what are the differences in cost “resulting from dif- 
fering methods or quantities in which such commodities are 
to such purchasers sold or delivered” ? 

(3) What practical schedule of price differentials will reflect 
not more than the provable cost differences on various 
classes of business? 

Having acquired this information a company then can give in- 
telligent consideration to the promotional, competitive, and legal 
aspects of the pricing problem. Costs are an important factor, but 
only one factor in this problem. 


Few Rules to Guide Cost Accountant 


If a cost accountant is asked to develop some information which 
will furnish the answers to questions (2) and (3) above, what 
should his procedure be? 
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There are few rules to guide him. The literature on the sub- 
ject is not extensive. Reports of the committees which sponsored 
the Robinson-Patman Act before Congress are suggestive but not 
highly specific. The Federal Trade Commission, charged with the 
administration of the Act, has dismissed two complaints in which 
price differentials were a consideration, but without giving any 
very definite indication of what it will consider acceptable proof of 
cost differences. 


This situation leaves the accountant wide latitude in his choice 
of analytical procedures. He has the accepied principles of pro- 
duction cost accounting as a background, but in the matter of dis- 
tribution costs there are significant differences not merely as be- 
tween products, but also as between costs for the same product 
distributed through different channels, to different classes of trade, 
and in orders of different sizes. The technique adopted must be 
flexible enough to provide for recognition of all of these factors. 


Steps in Cost Analysis 


In any cost analysis a sound approach is to determine first what 
activity is being performed, second what the performance costs, 
third what unit of measure can be applied in apportioning the cost 
as between products or customers or orders, fourth what the cost 
per unit is, and finally how many units of effort or service are re- 
quired for each operation, product, customer, or order to be costed. 
In the food company used as an illustration, the accountant needs 
to know what distribution functions are performed and what ele- 
ment of distribution service results in a higher cost for one group 
of products or customers or orders than for another. An analysis 
develops the following facts: 


Determining the Functions Performed 


The distribution activities of the company are separable into 
four functions directly related to the cost of selling to different cus- 
tomers through different channels and in orders of different sizes. 
These functions are (1) order taking, (2) packing, loading, and 
shipping, (3) delivery, (4) customer record keeping. Other dis- 
tribution functions might be recognized for certain types of cost 
analysis (e. g. advertising, as between classes of products), but 
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these are not of immediate importance for purposes of this par- 
ticular study. 

The company uses four channels of distribution, as follows: (1) 
sales to individual retailers by street salesmen who call and take 
orders for subsequent delivery by truck from the company’s plant ; 
(2) sales to individual retailers, chain store buyers and others who 
call at the plant to inspect the available product, which will be 
ordered there and delivered subsequently by company truck; (3) 
sales to individual retailers from so-called “peddler trucks,” which 
call at the retail store with a supply of staple products which can 
be sold and delivered at a single operation; (4) sales to jobbers 
and other large buyers by telephone or through “house” salesmen 
for delivery at shipping platform with transportation assumed by 
the purchaser. Since the circumstances of each of these classes of 
sales are quite distinct, it is evident that the analysis must show 
separately the service cost for each class. 


Selecting Units for Application of Costs 


In making his distribution of expenses by methods of sale the 
cost accountant will be able to save time if he can determine in ad- 
vance what unit of distribution service is to be selected for apply- 
ing the cost to customers, orders, products, etc. The proper selec- 
tion of this service unit is very important. It must be such that it 
will lead to a practical distinction between costs for various classes 
of business, and it must relate to some factor which actually influ- 
ences the cost incurred. A purely theoretical or arbitrary unit of 
measure will probably be valueless and misleading. 


What causes the expense of selling, shipping, delivery and 
record-keeping to vary as between orders and customers in a busi- 
ness like that of the company under consideration? No single 
factor influences all costs in the same way. It therefore is neces- 
sary either to select the factor which influences the greatest num- 
ber of expenses, or the largest expenses, or to use a combination 
of factors. Both methods will be illustrated briefly. 


In this case the two largest items of expense are those of order- 
taking and delivery. Particularly as to street sales and peddler 
truck sales, and to a lesser extent ic the other channels of distri- 
bution, the factor which chiefly governs costs is the number of calls 
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or stops made by the salesman or delivery truck. Thus the number 
of orders taken becomes a convenient unit for measuring the serv- 
ice requirements of each class of business. Examination indicates 
that the number of orders is also influential in determining the 
amount of record-keeping expense and the amount of packing, 
loading, and shipping expense. Thus the accountant may decide 
that at least his preliminary analysis will be in terms of the cost 
per order for each of the functions performed. 


Analysis of Costs for a Typical Sales Period 


The next step is to select for the analysis a typical sales period. 
Perhaps a single month is a long enough time for the measure- 
ment of representative expenses and selling conditions. An an- 
alysis form will be prepared to show separately (1) the cost of 
performing each distribution function, (2) for each channel cf dis- 
tribution employed, (3) divided as between those items of expense 
which tend to vary with the number of orders taken and those 
which do not. 

Exhibit 1 shows the possible results of an analysis of this type. 
The principal items of expense are listed for each of the several 
functions recognized. Those varying with the number of orders 
are shown under the heading “Direct,” and those not so varying 
are lumped in a single item under the heading “Overhead.” Care 
should be taken to treat as “direct” expenses only those costs 
which have a provable relationship to the number of calls made, 
the number of orders handled (equivalent roughly to the number 
of delivery stops required and the number of invoices prepared). 
The analysis will be more dependable if made conservatively so 
as not to impute to the individual order any cost which with equal 
logic could be treated as varying with the quantity delivered, the 
type of product sold, or some other factor. 

At the bottom of the sheet the accountant may well record any 
significant information regarding the fruits of the activities of the 
salesmen in each group. In the example, data are given for the 
number of men, number of orders, number of items, and total 
quantity of product sold. The number of orders taken and the size 
of the average order will be an important factor in determining the 
relative cost of selling through the various sales channels. The 
size of the orders placed by each class of customers will have a 
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determining influence on the distribution cost for that customer 
class. 

It will be noted that street sales and house sales require the per- 
formance of all four of the distribution functions mentioned at the 
outset. In the case of peddler truck sales the selling and delivery 
function are combined, and the expense is listed in the analysis 
under the heading of “Delivery.” In connection with this method 
of distribution it will be noted also that the entire amount of pack- 
ing and loading expense is treated as an overhead rather than as 
a direct item ; this is because the entire truck is loaded with a bulk 
supply of product without reference to any specific orders; the 
orders develop as the salesman proceeds on his way from store to 
store, and will be filled as required at the time. Platform sales also 
are treated as involving no packing and loading expense which is 
identifiable as varying with the number of orders; the principal 
distinguishing characteristic of this class of trade, however, is the 
absence of any delivery expense. 


Unit Cost Per Order and Per Hundredweight 
Exhibit 2 contains the information from Exhibit 1 reduced to a 


COSTS PER ORDER AND PER CWT. FOR VARIOUS METHODS OF SALE 


Street House Peddler Platform 
Sales Sales les ales 
Per Per Per Per Per Per Per Per 
Costs Order 0 Cc Order Cwt. 
-40 .34 1.52 
31 31 $ .34 
Total Direct ..ccccccccccce $ .94 $ .82 $ .88 $ .54 $ .37 $1.75 $1.67 $ .16 
Exuisit 2 


“per order” and a “per cwt.” basis. It will be noted that street 
sales and house sales involve approximately the same cost per 
order, but that the house sales cost per cwt. is lower because of the 
larger orders taken. Peddler sales have the lowest cost per order 
and the highest cost per cwt.; this method of distribution is eco- 
nomical as a means of reducing the cost per stop, but since the 
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class of trade visited commonly purchases in very small quantities, 
the number of stops required to sell a given quantity of product is 
considerably greater than in the case of street sales, and the cost 
per cwt. is higher in proportion. Platform sales, on the other hand, 
have the highest cost per order and the lowest cost per cwt. ; this 
class of business perhaps is handled by a more experienced and 
better paid salesman, who spends a longer than average time with 
each customer, but who obtains an average order nearly ten times 
as great as that taken by the typical street salesman. 

The so-called “overhead” expense, figured on a per cwt. basis, is 
the sum of these costs in connection with each function which are 
not chargeable to the number of orders taken. The average over- 
head per cwt. figures out about the same for three of the four chan- 
nels of distribution; for peddler trucks it is somewhat higher be- 
cause it includes the cost of packing and loading the trucks and 
certain supervisory and auditing expense not present in connection 
with the other methods of distribution. 


Unit Costs by Order Sizes—First Method 


Arrived at this point the accountant next proceeds to determine 
the relative cost of selling orders of different sizes. This involves 
a separate analysis for each trade channel employed. Exhibit 3 
shows how an analysis for the “Street Sales” division may appear. 


DIFFERENCES IN COSTS FOR STREET SALES ORDERS IN VARIOUS 
SIZE GROUPS 
(all direct costs apportioned on per order basis) 


Total No. wt. Direct Direct Ovhd. Total 
WwW Cost Cost 


t. of per per Cost Cost 
Order Group Sold Orders Order Order 

Under ......... 385 2,396 16 .94 87 
1,035 2,882 36 -94 $ 
3,383 3,257 104 -94 17 1.07 
200-SO00th 2,977 945 315 .94 30 17 47 
500-1,000tb ......... 2,067 273 12 

000TH ....... 1,365 81 1,685 .94 17 .23 
AM 11,212 9,834 114 .94 82 17 99 

Exursit 3 


In the period under review it is assumed that street salesmen 
took 9,834 orders for a total of 11,212 cwt. of product, an average 
of 114 pounds per order. A study of the orders reveals that they 
vary greatly in size. Nearly one-fourth of them called for less 
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than 25 pounds of product; a few were for more than 1,000 pounds 
of product. The numerous small orders—each requiring a sales- 
man’s call, a truck delivery, packing, loading and shipping oper- 
ation, and considerable record-keeping—contributed only a small 
fraction of the total amount of business. For example, the group 
of orders of less than 25 pounds in weight were 25 per cent of all 
orders, but produced only 3 per cent of total volume; the entire 
group of orders of less than 50 pounds were about 55 per cent of 
all orders, but provided only 12% per cent of all volume, etc. 


If the cost of taking and delivering each order were the same, 
the result would be a very high cost per cwt. for the small orders 
and a relatively low cost for the large ones. Computed on this 
basis, the distribution costs in Exhibit 3 for the group of orders of 
less than 25 pounds figure out as a little over 6 cents per pound, 
while for the orders of over 1,000 pounds they were not quite 4 
cent per pound. Plainly a substantial difference in prices as be- 
tween very large and very small orders could be “justified” on the 
basis of differences in cost. Whether such a difference is justifiable 
from an economic or competitive standpoint is another matter. 


It should be remembered that there is no requirement in the 
Robinson-Patman Act that prices for orders of various sizes must 
differ by the amount of the differences in cost. In one of the com- 
mittee reports on the bill its sponsors explain: “It (the Act) does 
not require the differential, if granted, to be the arithmetical equiv- 
alent of the difference (in cost). It is sufficient that it does not ex- 
ceed it.” 


This may be interpreted to mean that if, in the illustrative case 
covered by Exhibit 3, customers are granted lower prices on 
orders of between 25 and 50 pounds than for orders of less than 
25 pounds, the reduction must not exceed the difference in cost, 
which is about 3% cents per pound. Similarly the next larger 
group of orders can be sold at a further reduction in price, but this 
further reduction must not exceed about 134 cents per pound. It 
will be noted that after the 200-500 pound bracket is reached 
further cost reductions are relatively small. The big savings in 
cost commonly attributed to very large orders seem, in this in- 
stance, to be realized largely as between very small orders and 
those of medium size. 
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Two Types of Supplementary Analysis 


Of course the consideration of what is sound pricing policy does 
not end with this preliminary analysis. On its face the calculation 
indicates that the cost of handling small orders is prohibitive. 
Quantity differentials designed to reflect such cost differences 
would be an affront to many customers. What should be done? 

The sales manager of a food company, reading a report of this 
kind, is likely to challenge it on the ground that it exaggerates 
these small order costs. He will point out that actually a small 
order frequently involves less than the average amount of selling 
time; it may be telephoned in or taken in the house without the 
necessity for a salesman’s call at the customer’s store, etc. These 
contentions may be well founded and certainly deserve careful in- 
vestigation. 

A supplementary analysis for this purpose might be made in one 
of two ways, either by running time studies on the entire selling 
and delivery operation, with a view to getting an actual cost on 
each order handled, or by identifying some additional factor which 
influences the costs involved in handling orders of various sizes. In 
either case the process eventually necessitates “averaging” order 
costs by groups to determine representative experience, since in a 
typical food distribution business it is not possible to figure a dif- 
ferent price on every individual sale according to the circum- 
stances of that particular transaction. 


Time Study Analysis—Selling Expense 

In the illustrative case it is assumed that a study discloses that 
the cost of selling is not identical for every order, but tends to in- 
crease with the number of items on an order. That is to say, sell- 
ing time and the related expense are governed partly by the num- 
ber of orders taken and partly by the number of items ordered. It 
takes the salesman a certain average time to get to the customer’s 
place of business; the cost of this time varies with the the number 
of orders, regardless of their size. After the salesman has made 
contact with the customer, however, the amount of time spent in 
selling tends to vary with the number of items sold. 

To reflect this situation in the cost calculation an analysis sim- 
ilar to that in Exhibit 4 may be prepared. Here a study has been 
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ANALYSIS OF STREET SALESMAN’S TIME FOR TYPICAL WEEK 
Productive Time 

Route House Total Prod. Total 
Selling Selling Prod. Time Time 


117 85 550 60 610 
64 113 238 66 354 
84 156 462 es 462 
77 105 339 75 414 

132 eee 568 ee 568 

ese eee 195 195 

474 459 2,207 396 2,603 


$7.09 87 33.00 R—101 
nee = 2.00 93 
70 BAD eee 
$7.09 $7.57 $47.40 T—145 381 
Exuisit 4 


made of the way in which a typical salesman spent his time during 
a given week. The columns show the number of minutes spent in 
travel on the route, in selling on the route, in selling in the house, 
and in non-productive activities (that is, work not directly con- 
nected with taking orders). Route travel time is considered as 
varying with the number of productive sales calls made; route 
selling time is treated as varying with the number of items ordered 
and house selling time in the same way. Sales salary expense is 
divided according to the time spent ; automobile expense is treated 
as applying solely to route traveling; telephone expense is di- 
vided according to the expense incurred in telephoning orders in 
from customers’ stores and in telephoning to customers from the 
house. 

As a result of this analysis the tentative findings shown in Ex- 
hibit 2 now may be modified as follows: Instead of saying that the 
average order taken by a street salesman costs 40 cents to sell, the 
cost accountant now says that selling time costs 33 cents per order 
plus 2% cents per item (or on house sales a straight 8 cents per 
item). On this basis a two-item order taken on the route would 
show a cost of 38 cents, a six-item order 48 cents, etc. A two-item 
order taken in the house would show a cost of 16 cents, a six-item 
order 48 cents, etc. 
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Time Study Analysis—Delivery Expense 

Exhibit 5 presents a similar analysis of delivery truck time. 
Here the travel time is assumed to vary with the number of stops 
made (which is the same as the number of orders delivered), 
while the unloading time varies with the number of items. Driver’s 
wages are divided according to the distribution of time; truck ex- 
pense is figured first at so much per mile, with this in turn con- 
verted into a charge of so much per stop. The conclusion is that 
the delivery costs 19 cents per stop plus 2.8 cents per item deliv- 
ered (instead of a straight 31 cents per order as shown in Ex- 
hibit 2). 


ANALYSIS OF DELIVERY TRUCK TIME FOR TYPICAL WEEK 


Miles Travel Unload Total No. No. 
Day Travel Time Time Wt. Orders Items 
46 144 182 3,960tb 47 144 
30 119 101 2,827 21 68 
Wednesday .......... 37 126 124 3,358 33 102 
PEE cccccsececes 41 119 135 3,407 34 96 
47 155 210 4,715 51 150 
OS eee 46 146 188 4,114 43 142 
247 800 940 22,381!b 229 702 
Expense 
$16.55 $19.45 $36.00 
Truck expense ....... 24.65 
$24.65 $16.55 $19.45 $60.65 
Unit Cost 
Exuisit 5 


Unit Costs Under Modified Plan 


A similar analysis may be made of packing and loading expense, 
and customer record expense. The assumed results of these four 
analyses appear in the two lines making up the center section of 
Exhibit 6. The average order taken on a street sales route now is 
figured as costing 61 cents for the order plus 10.2 cents for each 
item on the order (in place of a straight charge of 94 cents per 
order as shown by Exhibit 2). 

The cost allocation utilizing this information (lower half of Ex- 
hibit 6) is merely an elaboration of the figures presented in Ex- 
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DIFFERENCES IN COSTS FOR ORDERS IN VARIOUS SIZE GROUPS 
(costs allocated on per order and per item basis) 


Total Number Weight Number Weight 
Cwt. of per of 
Order Group Sold Orders Order Items tem 
385 2,396 16tb 3,115 12tb 
1,035 2,882 36 6,052 17 
3,383 3,257 1 10,748 32 
2,977 5 315 4,821 62 
2,067 273 757 2,021 
1,365 81 1,685 172 
11,212 9,834 114fb 27,551 41tb 
Pkg. & Loadg. ivery Records 
Per Order Costs ...... $ .33 $ $ .19 $ $ .61 
Per Item Costs ....... d .038 028 011 me 


COST ALLOCATION 


Item No. Item Order Total No. Direct Ovhd. Total 
Cost Items Cost Cost Direct Orders Cost Cost Cost 


Order per per per Cost 
Group Order Order Order Order. ent. 
Under 25tb ...$ .102 1.3 $.13 $.61 $.74 6.25 $463 .17 
102 «2.1 d 2. 2.28 17 2.45 
$0-200tb 102 3.3 6 91 1.08 
200-500tb ... -52 61 1.13 17 -53 
500-1,000th ... .102 7.4 75 61 1.36 13 18 17 
,000t.. .102 9.8 1.00 1.6 -10 17 27 
.29 6 88 .79 -96 
Exuisit 6 


hibit 3 to include the “cost per item” factor now being recognized. 
The upper portion of Exhibit 6 presents the order group analysis 
contained in the first three columns of Exhibit 3, plus an item 
count and a weight per item calculation. With these facts it is a 
simple matter to complete the revised cost allocation shown in the 
lower portion of the exhibit. 


Effect of Modified Plan on Unit Costs by Order Sizes 


While this new method of cost assignment does reduce some- 
what the very high cost charge against orders of less than 50 
pounds, it does not greatly affect the charges for the orders of 
medium and large size. There is a slight flattening of the cost 
curve and the maximum justifiable price differential is reduced. 
As to orders of over 50 pounds, however, there is no change in the 
results which is great enough to be significant from the standpoint 
of pricing policy. 

The two methods of analysis which have been suggested are only 
two of a great variety of possible methods of allocating distribu- 
tion costs. They are presented merely as illustrations of defensible 
methods and not by any means as excluding other possible lines of 
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approach. What they suggest as to justifiable quantity differen- 
tials certainly does not give a conclusive answer to all the questions 
of sales policy involved. 


Average Distribution Cost by Classes of Product 


These cost calculations, for example, do not account for possible 
differences in the kinds of product making up the orders of various 
sizes. If all the product sold were of exactly the same character 
and priced basically in exactly the same way, a uniform schedule 
of quantity differentials might be entirely suitable. If, however, the 
line consists of a variety of products, some characteristically sold 
in small quantities at wide profit margins, and some in large quan- 
tities at narrow profit margins, it would be imperative to discover 
the relationship between the order size and product coverage be- 
fore reaching any final conclusions. 

Exhibit 7 presents an illustrative analysis of sales by products, 


AVERAGE COST OF DISTRIBUTION BY CLASSES OF PRODUCT 
(Figured for typical sales route for one week) 


‘o taining rder 

Product Sales Item Item to Se 100fb 

847 Ib 79 10.7 tb 9.35 3.42 $3.28 

1,352 66 20.5 4.88 1.78 1.71 

1,198 42 28.5 3.52 1.29 1.24 

644 71 37.3 2.68 -98 

1,761 28 63.0 1.59 58 

4,015 38 105.7 35 

11,8171 324 36.5 tb 2.74 1.00 $ 

Exuisit 7 


showing for each of the six items in the line the total quantity sold, 
the number of orders containing the item, and the average quan- 
tity of the item called for by each order in which it appears. The 
third column of this exhibit indicates that the average order con- 
taining Product A calls for only 10.7 pounds of that product, while 
the average order for Product F calls for 105.7 pounds of that 
item. Thus the number of orders which must be taken to sell 100 
pounds of Product A is nearly ten times as great as the number 
required to sell 100 pounds of Product F. 

Assuming a uniform cost per order, the accountant may calcu- 
late the average cost per cwt. of selling each product. The as- 
sumed figures are given in the right-hand column of Exhibit 7. 
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The average distribution cost for all products is a little less than 
$1 per cwt. The individual products vary in distribution cost from 
$3.28 for Product A down to 34 cents for Product F. 

If the selling prices of all these products carried the same mar- 
gin over plant cost, Product F probably would be very profitable 
and Product A very unprofitable to sell. It usually happens, how- 
ever, in cases like this that the gross profit margins attainable are 
governed pretty much by the cost of distribution. If the products 
in question are staple commodities, handled by a number of dis- 
tributors, the prices will be forced into a pattern corresponding 
roughly with the selling and delivery cost. The reason for this is 
obvious. A distributor who tries to get a wide margin on Product 
F will find other distributors willing to buy the product from him 
(or elsewhere) in carload lots and sell it at a lower distributive 
price. Conversely, distributors whose business is exclusively or 
largely in Product A will have a selling and delivery cost 
which is so high that they will be compelled to obtain a wide 
margin to enable them to stay in business. 


Prices Based on Quantities of Each Product in Typical Order 


COMPARISON OF MARGINS ADIUSTED TO DISTRIBUTION COSTS 
ON TWO BASES 


Product Basis Order Basis 
Total Distrib. Margin Order Total Distrib. Margin 
Products Sales Per Cwt. Total Group Sales Per Cwt. Total 

847tb $5.00 $ 42.35 Under ... 226tb 
1,352 2.00 27.04 25-50tb...... 991 $2.58(a $ 25.58 
ee 1,198 1.50 17.97 50-200t ...... 3,768 1.75(b 65. 
| 2,644 1.50 39.66 200-500tb .... 3,025 1.25(c 37.81 
| 1,761 1.00 17.61 500-1,000tb ... 2,515 25.15 
4,015 .50 20.08 Over 1,000tb . 1,292 1.00(d 12. 
Totals ..11,817Ib $1.39 $164.71 11,591t $1.45 $167.40 


(a) At base price plus service charge of 25 cents per order. 
(b) At base price, set to provide margin of $1.75 per cwt. 
(c) At discount of 50 cents per cwt. under base price. 

(d) At discount of 75 cents per cwt. under base price. 


Exuisit 8 


The left-hand section of Exhibit 8 shows what the margins 
on these products might be expected to look like under typical con- 
ditions. The company’s price list, in other words, may already 
provide the equivalent of quantity differentials, based not on the 
size of each individual order, but on the quantities of the various 
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products customarily sold in a typical order. The route has pro- 
duced for the week a gross margin of $164.71 on the business done 
in this way. 

If the management should decide at this point to adopt a plan 
of quantity discounts based on the size of the order (irrespective 
of the class of product sold) and should superimpose this scheme 
on its existing price structure, the results plainly would be disas- 
trous. The quantity differentials, applied to the prices previously 
obtained, would result in narrowed gross margins, and thus in 
narrowed net profits. Obviously the basic prices would have to be 
revised before the quantity differential plan could be put into op- 
eration. 


Revision of Basic Prices 


This revision of basic prices might be quite complicated. It 
would not be sufficient simply to raise the entire price level by a 
uniform amount; the effect of this might be to put the price of 
Product A completely out of reach and yet leave the price of Prod- 
uct F where sales of that item in large quantities would be made 
at a loss 

One alternative would be to reprice the entire line on a basis 
providing for a uniform gross profit margin for all items when 
sold in minimum quantities, and then to permit quantity differen- 
tials from the base price. To the extent that Product A con- 
tinued to be sold in small quantities, the orders would earn no 
quantity differential. On the other hand, a product characteris- 
tically sold in large quantities might nominally earn the maximum 
differential and thus produce a gross margin not very different 
from the one realized previously. 


In many cases, however, it may be found that a schedule of 
prices and differentials which reflects the full difference in cost 
between the very small and very large orders involves too wide a 
spread between the highest and lowest available prices, and is 
therefore undesirable from a practical standpoint. Some companies 
have met this situation by starting the differentials with orders of 
medium size, ignoring the high cost of the very small orders which 
are handled at a loss or as an accommodation. Others have re- 
fused to acept orders of less than a certain quantity, or have as- 
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sessed a service charge on such orders where the differential on a 
per pound basis would seem extreme. 


On Illustrative Price Schedule 


The right-hand section of Exhibit 8 shows what gross margin 
would have been earned if, without change in the size of the 
orders taken, the company had employed for the route in question 
the following schedule of prices and differentials: base price ap- 
plicable to orders of less than 200 pounds, $1.75 over plant cost; 
differential for orders between 200 and 500 pounds, 50 cents 
under base price; differential for orders of over 500 pounds, 75 
cents under base price; service charge for orders of less than 50 
pounds, 25 cents per order ; orders of less than 25 pounds declined. 
With no change in the distribution of the business by order-size 
groups, this schedule of prices and differentials would have pro- 
duced approximately the same gross margin as the pricing plan 
illustrated in the left-hand section of Exhibit 8. 

These figures again are illustrative, and probably do not repre- 
sent the best possible solution of the pricing problem. In revising 
its schedule of prices and differentials, the company will naturally 
strive for a plan which will produce not the same but a greater 
gross and net profit margin. It might be possible to accomplish 
this not by reducing all basic prices to the same gross margin level, 
but by maintaining, if possible, the previously realized high mar- 
gins on Products A and B, raising the basic margins on Prod- 
ucts E and F, and then applying a schedule of quantity differ- 
entials. 

Any plan of this kind would have to be worked out with ex- 
treme care to avoid the pitfalls of illegality on the one hand and 
unsound econmics on the other, but there is at least a chance of 
developing a more productive schedule by a careful fitting and 
trimming of the prices to take advantage of every profit possibility 
and distribution economy. 


Problem A Continuing One 

The problem is complicated by the fact that the pattern of prod- 
uct sales and order sizes will not necessarily remain uniform under 
a different schedule of prices. Penalties and incentives to custom- 
ers for purchases in various quantities may lead to new buying 
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habits. Unfortunately, it is impossible to predict how the orders 
will be distributed under a new pricing and differential schedule 
until it has been tried, and it is very difficult to even estimate 
whether the cost differences under a new pricing plan will be the 
same as under the one previously followed. 

The cost accountant, therefore, must be prepared to study the 
subject actively and continuously to help the management avoid 
unintentional price discriminations which might be held in viola- 
tion of the law. At the same time the sales manager must follow 
closely the effect of his pricing policies to determine whether they 
are productive of the kind and amount of business which is neces- 
sary to the wholesome operation of the enterprise. 

Thus the problem is a continuous one, not to be solved simply 
and finally by a single analysis. It calls for the most thoughtful 
and penetrating study by cost accountants and sales managers 
alike. If the work is done thoroughly and intelligently it should 
pave the way for sounder and more profitable pricing policies. 
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